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everyday economics _
Is Housing Too Expensive? Blame the Government
Maybe zoning laws are causing the real-estate bubble.

By Steven E. Landsburg ' -
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Elementary economics tells you that in a competitive environment, the price of a new house shoﬁld
equal: : _ .

the price of land + construction costs + a reasonable profit for the developer
But in most cities, that sum is not even close to what buyers are paying.

Take Dallas, for example. If you live in central Dallas, and if you could magically add a quarter of an

~ acre to your lot size, you'd add (on average) about $2,200 to the value of your house. (We know this
from comparisons of similar houses on different-sized lots.) Do the same in central Philadelphia, and
your house value increases by $8,400; in central Houston, it's more like $17,600. In that sense, central
Dallas land is just about the cheapest urban land you can find in this country. Among large cities, only
Atlanta, Boston, and St. Louis rank lower. In theory, that should be great news for Dallas housing prices.
But it's not. A house that costs $100,000 to build typically sells for $140,000 in Dallas, maybe $120,000
in Houston, and under $90,000 in Philadelphia. S

Aha! say the commentators. .Housing prices must be driven by something other than fundamentals.
Speculators, of either the rational or the irrational variety, are the obvious culprits.

Here's what's wrong with that analysis: Housing prices have to make sense on both the demand side and
the supply side. No matter what you do or don't believe about the ability of crazed demanders to bid up
prices, you still have to explain why competitive suppliers don't bid those prices right back down. In
other words, if the housing market is so tight that builders are making a fortune, they ought to be
flooding the market with new houses—and driving down prices. '

In fact, buyers' behavior is relatively easy to explain. Most of the recent explosion in housing prices has
been in cities like San Francisco and Santa Barbara—in other words, in really nice places to live. It's not
unreasonable to believe that, as Americans grow richer, and as technology makes us more mobile, more
and more of us want to move to California. And it's not unreasonable to expect that this trend will -
continue, so that even a very expensive house in the Bay Area can look like a good investment.

The great mystery is on the supply side. Instead of the traditional formula "housing price equals land
price + construction costs + reasonable profit,” we seem to be seeing something more like "housing .
price equals land price + constructions costs plus reasonable profit + mystery component." And, most
interestingly, the mystery component varies a lot from city to city. e E

" Even in cities like San Francisco, where there's little room to build and land is consequently dear (on the
order of $85,000 per quarter acre, compared with $2,200 for Dallas), you can't use land prices to éxplain
away housing prices. The mystery component in San Francisco housing—that is, the amount left over
when you subtract land prices and construction costs from house prices—is the highest in the country.

Edward Glaeser of Harvard and Joe Gyourko of the University of Pennsylvania have computed these
mystery components for about two dozen American cities. They speculate that the mystery component is
essentially a "zoning tax." That is, zoning and other restrictions put a brake on competitive forces and
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keep housing prices up. (Read one of their papers here.)

When you buy a house, you're not just paying for the land and construction costs; you're also paying for
" abuilding permit and other costs of compliance. You've got to get the permits, pass the zoning and
historic preservation boards, ace the environmental impact statement, win over the neighborhood
commission, etc. If Glaeser and Gyourko are right, that's the mystery component right there.

It's hard to test this theory directly, because it's hard to get good measures of compliance costs in various
cities. But Glaeser arid Gyourko did the next best thing: They measured a par? of the compliance costs,
namely the average length of time for a permit to be granted. . o ioe co

If the theory is correct, that length of time should be a good but imperfect predictor of the mystery o

component in housing prices. The data largely support this theory. About half of all cities are rated 2 (on

a scale’of 1 to 5) in terms of how long it takes to get a permit; these are, without exception, the cities

with the lowest mystery component in housing prices. Cities rated 3, 4, and 5 all have higher mystery

~ components. (A bit disconcertingly, so do the three cities—Minneapolis, Chicago, and Anaheim—that
are rated 1. Peculiar as these exceptions are, there are at least only three of them, and we should expect
some anomalies given that Glaeser and Gyourko's measure of zoning costs is rather crude.) You can talk
all you want about crazed speculators and bubbles in housing prices, but you still have to explain why
competitive forces don't bring prices right back down. According to Glaeser and Gyourko, it's ever-
expanding zoning laws that get in the way. If you want to lower prices, that's the bubble you've got to
burst. - : . :

Steven E. Landsburg is the author, most recently, of Fair Play: What Your Ch_iid Can Teach You About
Economics, Values, and the Meaning of Life. You can e-mail him at armchair@iroi.cc.rochester.edu.
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